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OBJECTIVES IN DEFENSE FINANCING 


There is a better understanding of the implications 
of defense financing than existed at any time during 
our participation in the War of 1914-1918. Adequate 
financing of any major defense effort is essential, but 
emphasis should not be placed solely on the provision 
of funds. 

The fundamental objective of the defense program 
is maximum production of arms and materials, to- 
gether with the facilities required for their produc- 
tion. The financing of the program should be 


ECENT federal tax proposals have as an objective the 

raising of approximately $3.5 billion in additional 

revenues. Total revenues would be increased to $12.7 
billion,’ or two thirds of estimated expenditures for the 
fiscal year 1942. 


In formulating the new tax measure, however, revenue 
is not the sole consideration. On April 24 the Secretary of 
the Treasury set forth four objectives of the proposed bill: 
(1) to pay as we go for a reasonable proportion of our 
expenditures; (2) to have all sections of the people bear 
a fair share of the burden; (3) to help mobilize our re- 
sources for defense by reducing the amount of money the 
public can spend for comparatively less important things; 
and (4) to prevent a general rise in prices by keeping the 
total volume of monetary purchasing power from out- 
running production. 


The tax proposals, the stated objectives and their analysis 
by independent commentators sv zgest that there is a far 
better understanding of the implications of the financing 
of the gigantic defense program than existed at any time 
during our participation in the War of 1914-1918. In the 
first part of this article our experiences in financing that 
war will be traced briefly. This is followed by a discussion 
of some of the basic considerations of current defense 
financing. 


1Because of lags in the collection of income and estate taxes, it is not 
anticipated that actual collections during the year ending June 30, 1942 
will equal this sum. On May 7, Under Secretary Bell estimated that of 
the additional tax liabilities of $3.5 billion, only $2.6 billion would be 
received in the fiscal year 1942. 


planned with a view to the attainment of this ob- 
jective. In particular, government borrowing should 
be so planned as to minimize the risk of inflation. 

The current emphasis on sources of funds is in 
refreshing contrast to our experience from 1917 to 
1919. Reductions in nondefense expenditures for the 
purpose of offsetting defense costs should be regarded 
as a basic part of current fiscal policy. Achievement 
of substantial reductions would appear to be a prac- 
tical necessity. 


EXPERIENCE DURING WAR OF 1914-1918 


The fourth objective stated by Secretary Morgenthau is 
in sharp contrast with our attitude toward financing the 
war in 1917 and 1918. At that time it was widely believed 
that dollars would win the war. This approach was fre- 
quently stressed by those engaged in stimulating the sale of 
bonds. Adequate financing of any major defense effort is, 
of course, a necessity, but much more is involved than the 
mere assertion that if abundant funds are provided the war 
can be won. 


Changes in the Tax System 


The federal tax structure was affected by the war in 
Europe as early as 1914. The War Revenue Act approved 
on October 22, 1914 imposed a number of special taxes 
and also increased the rates on beer and wine. The revenues 
derived were referred to as “emergency revenues,” the 
emergency being the fall in customs which was attributable 
mainly to the outbreak of the war. 

The first war tax was the excise on munitions manu- 
facturers approved as a part of the Act of September 8, 
1916. The rate of 1214% was made applicable to the net 
profits derived by manufacturers from the sale of firearms 
and munitions, including submarines manufactured in the 
United States. The tax, which was in addition to the cor- 
poration income tax, was made retroactive to January 1, 
1916. Rates for the income tax were increased by this Act. 
An estate tax at rates ranging from 1% to 10% and a 
small capital stock tax were also imposed. 

An excess profits tax was first imposed by the Act of 
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March 3, 1917. The rate of 8% was made applicable to 
the net incomes of corporations and partnerships in excess 
of 8% of their invested capital. In computing the tax a 
specific exemption of the first $5,000 of net income was 
allowed. Rates for the estate tax were graduated from 114% 
to 15% under the schedule provided by the same Act, the 
objective of which was to provide revenues for a special 
preparedness fund. 

Sharp increases in rates for income and profits taxes 
featured the War Revenue Act approved on October 3, 
1917. In addition to the 2% rate previously imposed, this 
Act levied normal rates of 2% on individuals and 4% on 
corporations. For the taxes under the 1917 law exemp- 
tions were reduced to $1,000 for single persons and $2,000 
for married couples. Individual incomes of more than 
$5,000 were subjected to additional surtaxes at rates rang- 
ing from 1% to 50%. 

A complicated excess profits tax was included among 
the taxes imposed by the War Revenue Act of 1917. In 
arriving at the base for the tax, there was deducted the 
average rate of profits on invested capital in 1911, 1912 
and 1913, but the credit could not be more than 9% 
or less than 7%. The rates ranged from 20% on the 
increment between the deduction and earnings up to 15% 
of invested capital to 60% on earnings of 33% or more. 
A specific exemption of $3,000 was granted corporations, 
while that for partnerships and individuals was placed at 
$6,000. This Act established a rate of 10% for the muni- 
tion manufacturers tax for 1917, the last year for which 
this levy was in effect. 

Additional death taxes were imposed by this Act. Rates 
for the taxes on distilled spirits and fermented liquors 
were increased sharply. War excise taxes at rates of 2% 
and 3% of sales price were levied on manufacturers or 
importers of a number of commodities. Special taxes were 
made applicable to admissions and dues, and various stamp 
taxes and other miscellaneous levies were imposed. 

The Revenue Act of 1918, which was not approved until 
February 24, 1919, established the highest rates of the 
World War period. For 1918 individual incomes normal 
rates were 6% on the first $4,000 of taxable income and 
12% on the remainder, while for 1919 incomes the com- 
parable rates were 4% and 8%. Personal exemptions were 
$1,000 for a single person, $2,000 for a married couple and 
$200 for each dependent. Surtaxes began at 1% on the 
increment between $5,000 and $6,000 and were graduated 
to a maximum of 65%, which was applicable to the excess 
above $1 million. 

For 1918 incomes the corporation rate was 12%, while 
for the following year the rate was fixed at 10%. The 
war profits and excess profits taxes established by the 
Revenue Act of 1918 applied to corporations only. For 
1918 the rates for the excess profits tax were 30% on 
profits of more than 8% and not more than 20% of in- 
vested capital and 65% on profits in excess of 20%. Com- 
parable rates for 1919 were 20% and 40%. The war 
profits tax applied to 1918 incomes only. It was equal to 


the sum, if any, by which 80% of the amount of net 
income in excess of the war profits credit exceeded the 
amount of the tax computed in accordance with the above 
rates. 

The Revenue Act of 1918 established rates for the estate 
tax that ranged from 1% to 25%. A rate of $1 per 
$1,000 on the excess above $5,000 was provided for the 
corporation capital stock tax. The manufacturers’ excise 
group of taxes was expanded to include taxes on numerous 
luxury articles, some of which were taxable only on the 
portion of the price above stated amounts. 

In retrospect, perhaps the most interesting feature of 
the Revenue Act of 1918 is that it was not approved until 
more than three months after the Armistice. Neither the 
increased rates for the individual income tax nor the new 
taxes and increased rates for excises served as effective 
deterrents to private consumption during 1918, a year in 
which the price level advanced rapidly. 


Revenue Results 

The wartime tax measures resulted in a sharp upward 
trend in receipts. Because of the delay in enacting the 
Revenue Act of 1918 and the normal lag in income tax 
receipts, however, revenues did not reach a peak until the 
fiscal year 1920, as may be seen in the accompanying table. 


RECEIPTS AND EXPENDITURES OF THE 
FEDERAL GOVERNMENT, FISCAL YEARS 1914-1921 
Source: Annual Reports of the Secretary of the Treasury. 


7 Millions of Dollars Ratio of Receipts 
"| _ to Rienditures 








Fiscal Year 

















Receipts Expenditures Per Cent 
1914 735 735 100.0 
1915 | 698 | 761 91.7 
1916 783 734 106.7 
1917. ——s:1,124 1978 | 56.8 
1918 3,665 | 12,697 | 28.9 
1919 | 5,152 18,515 27.8 
1920 6,695 6,403 | 104.6 
i921 | «(5,625 «| «5,116 | 109.9 


; 








Because of the lag in receipts, comparison of combine 
receipts and expenditures for a five-year period is more 
informative than the comparison for individual years shown 
in the table. For the five years ended June 30, 1921, or- 
dinary receipts amounted to $22,261 million and expendi- 
tures were $44,709 million. In other words, 49.8% of 
expenditures were covered by ordinary receipts. 

Not the least important aspect of the increase in tax 
revenues was that it indicated the ability of the government 
to meet substantial debt charges. At no time during the 
war period was emphasis officially placed on the desirability 
of raising a stated proportion of all costs by taxation. As 
a minimum objective, however, it was believed necessary 
to raise sufficient additional revenues to service the rapidly 
expanding public debt. This requirement was met without 
difficulty. 
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Wartime Loans 

At the close of the fiscal year 1916 the gross federal 
debt amounted to $1,225 million. The World War peak 
of $26,597 million was reached on August 31, 1919. Most 
of the increase of more than $25 billion was accounted for 
by the five Liberty Loan issues. 

In retrospect, numerous errors in our World War fi- 
nancing are apparent. Rates on bond issues were set too 
low and patriotic appeals were relied upon to offset the 
fact that the interest return was inadequate. Pressure was 
used in making instalment sales.1 Wage earners with low 
incomes suffered losses when they could not continue pay- 
ments on bonds after losing their positions at a time when 
the issues were selling below par. 

Emphasis was placed primarily on actual achievements 
in marketing the bonds. Quotas were assigned and reach- 
ing them became a matter of local pride. Little or no 
differentiation was made between tapping actual savings 
and purchases based on credit. Potential buyers were actu- 
ally urged to borrow in order to buy bonds. Bonds of one 
issue were used as collateral for loans which were used 
to buy bonds of the current issue. Even though they were 
made in anticipation of savings, these purchases were an 
element in the bank credit expansion that facilitated the 
development of inflation. 

In general short-term obligations were issued only in 
anticipation of revenues and for the purpose of obtaining 
working funds pending the flotation of bond issues. Short- 
term issues were purchased primarily by the banks and 
were an important factor in establishing the basis for an 
inflation of prices. 

The significance of the methods and mechanics of fi- 
nancing as inflationary factors may, of course, be overem- 
phasized. Bank credit expansion resulting from government 
borrowing is not the sole or all-important factor in pro- 
ducing inflation. It is a factor, however, which operates 
in conjunction with other factors to produce an inflationary 
spiral. During the period under review, the unprecedented 
demand for materials and labor attributable to large govern- 
ment orders was a basic causal factor. The huge government 
borrowing operated as both cause and effect during the 
inflationary period. 


CURRENT DEFENSE FINANCING 


The one fundamental objective of the defense program 
is maximum production of arms and materials and the 
facilities required for their production. If this is accepted, 
it follows that the financing of the program should be 
planned with a view to the attainment of this objective. 
Agreement in regard to the types of taxes to be employed 
and the proportion of all costs to be covered by revenues 
becomes necessary. 

In the forn:ulation of a tax program, decisions — one 
way or another — should be reached concerning non- 
revenue objectives, such as the desirability and feasibility 


'C. C. Plehn has observed that too low rates ‘necessitated the use of 
duress in selling bonds.”’ 
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of controlling private purchasing power available for the 
purchase of relatively unessential commodities and services. 
Government borrowing should be so planned as to mini- 
mize the risk of inflation. 


Tax Policy 

During the past year it has been stated frequently that 
the defense effort represents the greatest pump-priming 
program in history. In the Spring of 1940, production and 
business indexes were well below peak levels. It was logi- 
cal, therefore, to regard the stimulation of the economy 
that followed the inception of the defense program as 
advantageous. It was equally logical to conclude that the 
financing of the defense effort should not interfere unduly 
with the attainment of maximum production. 

Government economists seem to have quite generally 
accepted the view that fiscal policy should be varied as 
the point of maximum output is approached. As a first step, 
it was regarded as desirable to raise sufficient revenues to 
cover all nondefense expenditures. As a second and 
corollary objective, additional revenues would be raised in 
such amount as does not interfere unduly with the upward 
trend in national income. As the 1940 Revenue Acts in- 
volved increasing rates for old taxes that do not fall directly 
on consumption, the adoption of an excess profits tax and 
increased rates for excises on commodities the demand for 
which is relatively inelastic, it may be concluded that in 
general the 1940 legislation met this requirement. The 
excess profits tax imposed did result in inequalities, since 
corrected in some degree by the 1941 amendments. 

According to this approach to fiscal policy, as the national 
income approaches the maximum attainable on the basis 
of available resources, a change in emphasis is in order. 
When this stage is reached, control of private purchasing 
power, restriction of optional or unessential consumption 
and prevention of a general rise in prices are regarded as 
valid objectives of defense fiscal policy. Diversion of pro- 
ductive effort from peacetime to defense production may 
be essential, if the level of defense production has not 
reached its peak. Accordingly, emphasis is placed on taxes 
on consumption and on broadening the application of 
income taxes, with a view to maintaining some degree of 
balance between available ordinary consumption goods and 
the purchasing power that will be directed to them. 

The timing of tax measures designed to control consump- 
tion is not an easy matter. Those favoring tax controls take 
the position that they should not be postponed until all 
available resources and man power are employed and an 
absolute peak in national income has been reached. As 
has been stated, ‘This distinction between the period in 
which unemployed resources are available and the period 
of full employment is probably a dangerous simplification. 
It is quite possible that single bottlenecks may develop into 
a production jam of important magnitude after several 
millions of unemployed have been absorbed. Scarcities in 
many lines of production, forward buying and speculative 
inventory accumulations can be expected at a time when 
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several millions of unemployed are still on the market.’"! 

Another reason for not drawing too rigid a line of de- 
marcation is that the limits of industrial expansion are 
at best hazy. In particular, it is not known how many of 
the unemployed can be absorbed into industry and how 
many are not suited for industrial employment under any 
circumstances. It is entirely possible, therefore, that a point 
of extreme inflationary danger characterized by a shortage 
of consumer goods might be reached prior to the absorp- 
tion of all those nominally classified as unemployed. 

The third and fourth objectives of the proposed tax bill 
mentioned by Secretary Morgenthau indicate that the con- 
trol of purchasing power and the prevention of an increase 
in the general price level are now officially regarded as 
important considerations in the formulation of tax policy. 
While a peak in production has probably not been reached, 
we have reached a point where in a number of lines the 
defense program is impinging on civil or private consump- 
tion. Accordingly, controls are being devised in the interest 
of maintaining a degree of balance in the economy as 
a whole. 

Both the Treasury's proposals .and those of the Joint 
Committee on Internal Revenue Taxation provide for in- 
creased rates for present excise taxes and excises on addi- 
tional articles, particularly luxuries. Effective individual! 
income tax rates in the lower and middle brackets would 
be increased substantially under either plan, thereby tending 
to restrict private consumption. 

Thus far reduced exemptions have not been proposed 
officially. A balanced distribution of additional defense 
costs would seem to require a further reduction in exemp- 
tions. Many persons with incomes just below the exemption 
limits are now earning larger annual wages than at any 
time in more than a decade. They possess taxable capacity, 
which can legitimately be reached under an income tax. 
Unless they are asked to bear some share of income taxes, 
the line between those required to pay a tax and the 
exempt group will be too sharply drawn. 

It has been estimated that with exemptions at present 
figures 6.5 million persons will pay a federal income tax. 
These persons and their families represent perhaps 13 mil- 
lion to 15 million people.? The significance of these figures 
lies in the fact that by inference control of consumption 
would be directed primarily to only 10% or 12% of the 
population. The remaining 88% or 90% would contribute 





1Gerhard Colm, ‘‘Fiscal Policy and Recovery,’’ National Tax Association, 
Proceedings, 1940, p. 94. 

2In many families two or more persons pay income taxes. With reduced 
levels of income subject to surtaxes, joint returns will tend to decrease 
in number. 
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to the additional revenues which it is planned to raise only 
through the purchase of commodities subject to excises. 
Borrowing Operations 

According to present plans, the Treasury will borrow at 
least $6.3 billion in mew money during the fiscal year 
ending June 30, 1942. It is officially recognized that as large 
a part as possible of net borrowings should be financed 
from savings. With this objective in mind, savings 
issues were offered by the Treasury on May 1. The bonds 
offered mature in 10 and 12 years and maximum yields can 
be earned only if they are held until maturity. As the bonds 
are non-negotiable and cannot be used as collateral, they 
will not contribute to an expansion of bank credit. These 
bonds will be purchased primarily out of true savings. 

It is, of course, desirable to obtain the widest possible 
distribution of the necessary additions to the federal debt. 
The necessity of covering increases in debt from savings 
is obvious, if inflationary risks are to be held to a 
minimum. Even though the savings of individuals and 
corporations other than commercial banks used to pur- 
chase federal bonds suffice to meet the requirements of the 
Treasury, the banks would be relied on for short-term 
borrowings in order to offset irregularities in the flow of 
taxes and savings into the Treasury. Further, the Treasury 
probably cannot afford to overlook the bank market for 
bond issues. In any event, the banks will doubtless play 
the role of residual lender. 

The emphasis placed on the sources of funds used to 
finance the defense program is in refreshing contrast to 
our experience from 1917 to 1919. The impact of defense 
costs on individual incomes will require adjustments in 
living standards. In the great maiority of cases the neces- 
sary sacrifices will be accepted willingly. Their acceptance 
will be facilitated, if mondefense expenditures are held 
to a minimum. High taxes for nondefense purposes will 
only impede the collection of taxes for defense purposes. 
“If the people are already being taxed heavily to support 
an inflated budget for nondefense purposes, further heavy 
increases to pay for defense will be the more difficult to 
impose. An essential prerequisite to drastic taxation for 
defense purposes is the reduction of nonessential expen- 
ditures.’’1 

Wise policy assumes curtailment of nondefense expen- 
ditures. Nevertheless, substantial reductions in this category 
of expenditures have not yet been made. This aspect of the 
fiscal problem represents a challenge to both the Adminis- 
tration and the Congress that cannot be ignored. 





1Harley L. Lutz, ‘‘Loans Versus Taxes in Defense Financing,’’ The An- 
nals (March, 1941), p. 211. 
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